ABSTRACT
right of use and occupancy was held by the lessee as specified in the lease, the property was appraised as a Leased Fee Estate.
In 2003, the area of Mountain View Park was experiencing strong population growth but increased unemployment due to lost manufacturing jobs. The mobile home park had suffered a decline in occupancy, which had fallen to 150 sites by 2003. Because the short-range forecast for the economy was not promising, the market value was estimated "As Is", as opposed to a prospective future value based on a stabilized higher level of occupancy due to improvements in physical rehabilitation or management.
Exhibit A: Summary of Important Facts and Conclusions
Besides a physical inspection of the site and the neighborhood, the appraisers examined a number of sources for estimating the potential of the subject property. A profile of the region considered demographics, transportation, employment opportunities, income levels, and healthcare, education, and cultural facilities. The positive items for the area included excellent transportation services, above average population and income statistics, and cultural opportunities in nearby Charlotte. The single largest negative element in the report was the above average unemployment rate due to stagnant economic growth. Despite a near-term pessimistic short-range outlook for the area, the potential for the longer term was described more optimistically. Modest growth was anticipated, with increasing real estate values.
Land use in the neighborhood included both vacant and agricultural land and low and middle-income single-family residential homes. The subject property was developed in the 1980"s, and regular maintenance has kept the facility in good condition. Each site can accommodate a typical singlewide manufactured home, with adequate utilities such as electrical, telephone, and television services. The park was served by five community wells and each site contained an individual septic system. The appraisal mentioned three possible uses of the property. The first was to continue the current operation as a rental mobile home park. The second was to take the 244 site park and scale it down to a smaller operation.
Property Location
East The third possible use was to convert the facility to a subdivision, with each site to be marketed and sold individually. This last suggested use would require substantial additional investment. Because the present infrastructure, roadways, and other improvements were in good condition and support the use of the whole property as a mobile home park, the appraisal report"s final conclusion was that the highest and best use of the subject property was to continue operations as it was in 2003.
Three appraisal methods were utilized in the analysis. The Cost Approach estimates the cost of buying land and replicating the present facilities of the subject property. This cost, after adjusting for the depreciation of the subject property, serves as the basis for estimating market value. The Income Approach estimates the future income of the property. The capitalized income stream serves as the basis for estimating market value. The Sales Comparison Approach uses the sale price of comparable properties to the subject property as the basis for estimating market value. Each of these approaches is detailed below.
The Cost Approach:
1.
Estimate the land value as though vacant and available.
2.
Estimate reproduction or replacement cost of the improvements.
3.
Estimate amount of accrued depreciation and adjust the replacement cost.
4.
Combine the land value with the adjusted replacement cost of improvements.
Exhibit B shows data from four recent sales of comparable properties which was used to estimate the value of the land. The sales price was adjusted to reflect price per acre as well as to reflect superior or inferior location, access and visibility, and availability of utilities. An additional adjustment for size, beyond measuring everything on a per acre basis, was also made to factor in economies of scale.
Exhibit B: Land Comparison Chart
The adjusted land values ranged from $2,641 to $7,334 per acre with a mean (median) value of $4,775 ($4,563). The appraiser report concluded that a value of $4,500 was appropriate. The costs of replicating the improvements of the subject property were obtained from the Marshall Valuation Services published by Marshall and Swift. These costs are shown in Exhibit C. The adjusted cost to replicate all the improvements of the subject property was estimated at $6,023 per site. This amount did not include the developer"s profit for undertaking the project. The report allowed for a developer"s fee of 15%, which was stated explicitly to be applied to the improvements only and not to the cost of the land The subject property was considered in good condition with an average chronological age of five years with an estimated economic life of sixty years. The report estimated the depreciation of the present improvements at 8% (5/60), and concluded that the final value using the Cost Approach was $2,105,000. This calculation is summarized in Exhibit D. The Income Approach:
1. Estimate gross potential income based on rental rates from comparable mobile home parks as well as the subject property.
2.
Estimate expenses for the subject property. 3.
Calculate the estimated net operating income for the subject property.
4.
Obtain net operating income and sales data from comparable properties which have recently sold. 5.
Extract capitalization rate from comparable properties, and use the rate to convert subject property net operating income into a market value.
Exhibit E shows the income statement for the subject property for 2002. Although the 2002 income statement is useful as a check, it is not the sole basis for the Income Approach appraisal. Since 2002, the subject property had experienced greater vacancy. At the time of the on-site inspection, only 150 out of 244 lots were rented out. Further, potential expenses need not follow past patterns. The appraisal report cited two nationwide surveys of mobile home expenses and used a combination of the subject property"s history and the survey results to check that the estimates for expenses were within the range for comparable data.
Exhibit F shows adjusted rental rates for four comparable properties. Based on this data and the actual lot rents of the subject property, the report concluded that a monthly rent of $180 per lot is within range of market rates. The projected net operating income (NOI) for the subject property is shown as Exhibit G. With the 2003 occupancy level of 150 lots, an annual gross potential rent of $324,000 was projected. Collection loss of 5% resulted in an effective gross income (EGI) of $307,800.
Exhibit E: Income Statement for Subject Property, 2002 Exhibit F: Summary of Rental Data for Comparable Properties
Exhibit G also shows the itemized operating expenses, along with each item"s percentage of the EGI. Management fee of $18,468, or 6% of EGI, is less than the equivalent line item of $26,764 or 7.3% of EGI as reported in the actual income statement for 2002. This fee was paid to the owner as compensation for the off-site managing of the property The management fee percentage was reduced by the appraisers to bring it in line with a more typical 4% to 6% as indicated by their national survey of mobile home park fees and expenses. This was in an addition to administrative wages, which is essentially the salary of the on-site manager for the day-to-day operations of the park. Other operating expenses for utilities, maintenance, taxes, insurance, and an amount for reserves brought the total operating expenses to $93,804 and the NOI to $213,996.
Net operating income was converted to a dollar value for the business through the use of a direct capitalization rate extracted from the net income and sales price data of recent sales of similar mobile home parks in the area. Exhibit H shows four comparable mobile home park sales. Panel 2 of this exhibit shows that the average capitalization rate for these properties, calculated as NOI to sales, was 10.06% and ranged from 9.15% to 11.12%. Because the subject property had a lower occupancy rate from the comparable parks and was in a more rural location, the risk associated with the subject property was higher. The report concluded that an appropriate rate for capitalization for the subject property was 10.75%. Using the NOI of $213,996 from Exhibit G and dividing by 0.1075 resulted in a direct capitalization value of $1,990,660.
Exhibit G: Projected Net Operating Income for Subject Property
1 Gross Potential Rent: ($180 rent per month per site)(150 sites)(12 months) = $324,000
This value is attributed only to the income producing section of the mobile home park. Because approximately 38 % of the sites were unoccupied, 38% of the $550,000 total land value was deemed as excess land value. This yielded an additional value of approximately $210,000 which was added to the $1,990,660. As shown in Exhibit G, the estimated value for the Income Approach was rounded to $2,201,000.
As mentioned above, the owners also received additional fees as off-site managers of the park. While it does serve to separate returns on labor as opposed to returns on capital, this extra cash flow increases the total returns to the owner above the capitalization rate. Using each comparable property in turn, the EGIM of the subject property is estimated so that it is in the same proportion to the EGIM of the comparable property as their respective NOI/EGI ratios.
This calculation is shown in Exhibit I. The adjusted EGIM of the subject property ranged from 6.25 to 7.59 with an average value of 6.98. Stating similar risk related arguments as was stated in the Income Comparison Approach, the appraisers selected an EGIM value of 6.66. The appraisal report had previously calculated the annul EGI of $307,800 based on $180 rent per month and 150 units rented less 5% collection loss. Multiplying the EGIM of 6.66 with the EGI of $307,800 yielded the implied sales price for the subject property of $2,049,948. Adding the aforementioned $210,000 for excess land and rounding, the Sales Comparison Approach yielded an estimate of $2,260,000.
The three valuation estimates are repeated in Exhibit A. They were reconciled in an overall market value estimate of $2,225,000. This summary estimate reflected the greater weight given by the appraisers to the Income Approach and the Sales Comparison Approach over the Cost Approach.
THE INVESTMENT ANALYSIS APPROACH
Another method for estimating values of income producing real estate is known as the Investment Analysis Approach. This approach models future after-tax cash flows, considers the method of financing, and allows for year to year changes in revenues and expenses. The Investment Analysis Approach has the potential to complement the valuation provided by the formal appraisal. Although it is not part of the appraisal, much of the data required for this fourth method can be extracted from the information contained therein. The Investment Analysis Approach differs from the appraisal methods in a number of different ways:
It is based on pro-forma income statements, where future net income can vary year to year, depending on gross income and expense. The determinants of both income and expenses can vary over time based on numerous forecasts for management, economic conditions, and potential competitive forces.
2.
The emphasis for valuation is based on after-tax cash flows rather than net income. For after-tax cash flows one needs to consider depreciation. 3.
The method of financing is incorporated in the analysis. This makes the resulting valuation specific to a particular buyer. If the buyer borrows part of the purchase price, interest payments will reduce taxable income. The use of leverage will also increase both expected return and the risk of the investment.
4.
Tax rates are also buyer specific.
Although the appraisal clearly stated that the valuations were determined independent of the method of financing, a marketability study was included as part of the report. This section provided a number of details about potential financing of established mobile home parks by banks in the Charlotte area in 2003. Typical loan-to-value ratios were 50% to 75%. Fixed interest rates ranged from 8.5% to 10.5%, and amortization rates ranged from 10 to 30 years. Variable interest rates for mobile home parks were also available with interest rates of 200 points over five-year treasury issues. Generally, a shorter amortization with a lower loan-to-value ratio will result in the lowest interest rate. Variable interest rates will also reduce the short-term interest expense although there is always a chance that the rate will increase.
If a private individual purchases the property, even at a 50% loan-to-value ratio, he or she would need to make an initial investment in the neighborhood of one million dollars. One could easily assume that this individual would be in the highest income tax bracket. In an Investment Analysis, one needs to select a holding period for the investment, after which it is sold. If the future selling price is above the purchase price, capital gains are incurred and taxed. The amount taxed would be on the gain above the original purchase price, excluding the amount spent on marketing the property. There is also a tax on the recaptured depreciation, which is the amount between the original purchase price and the book value of the property when you sell.
There are a number of other variables which could dramatically change the result of an Investment Analysis. The first crucial determination is the holding period for the investment. The discount rate used to convert cash flows to a net present value (NPV) is also crucial. There are other variables which need to be estimated as well: the growth in available rental units, the growth in rent fees, the growth in operating costs, and the growth of the value of the income property between purchase and eventual sale. Collection loss and administrative expenses can also change year to year.
The Investment Analysis method is similar to the methods corporations would use to evaluate investment projects. The outcome is sensitive to a large number of assumptions which may affect the future cash flows for the property. The characteristics of the potential buyers, including their assumed holding period for the property, their personal tax situation, and their desired level of financing, will also affect the outcome of the valuation. The flexibility of bringing in these factors allows for a broader view of the income producing value of the property, which will complement the valuation based on the traditional methods provided by the formal appraisal.
MOUNTAIN VIEW MOBILE HOME PARK: THE TEACHING NOTE
This case pertains to a real life situation where after the owner of the Mountain View and Vista Mountain Mobile Home Park passed away, the estate executrix hired a professional real estate company to value the property. The case presents all relevant material in the appraisal to enable students to follow the justification for all three valuation methods; the supporting tables in the assessment are included in the case as exhibits. Although it is not explicitly stated in the case, the implication is made that an Investment Analysis would provide both sellers and buyers a better picture of the income potential, and consequently, the ultimate value of the property.
CASE PURPOSE AND INTENDED AUDIENCE
The case purpose is to introduce students to the valuation techniques which are considered standard in formal real estate appraisals and further, to introduce the idea of treating a real estate venture as a specialized case of a valuation of any business or business project undertaken by either an individual or a corporation. For a successful completion of the Investment Analysis, students will need to extract information related to the subject property from the appraisal. They will also need to be familiar with the capital budgeting techniques used to evaluate business projects. The case supports an in-depth examination of all four valuation methods and leads to a good understanding of the strengths and weaknesses of each, which in turn, is required for weighing each valuation in a final reconciliation. This last step is not an exact science, and the assumptions behind each valuation method can account for the divergence between estimated values.
The intended course for this case is a Financial Management or Corporate Finance class, or a specialized course in Capital Budgeting or Real Estate Investing. The case is equally suitable for an undergraduate or a graduate class, because the amount of preparation, depth of analysis, and quality of deliverables could vary according to the course level. An ideal class for the case would have covered capital budgeting concepts in earlier sessions, using a managerial or corporate finance textbook like Gitman (2009), followed by a lecture on real estate investments using material similar to the web chapter on real estate investments in Gitman and Joehnk (2007) . The case would then serve as a sectional summary case, which pulls together concepts both from capital budgeting as well as real estate analysis.
This case is also ideal for a pure capital budgeting class using a text similar to Bierman and Schmidt (1993) , which already has end-of-chapter cases. Occasionally, it is useful to substitute an independent case for the included textbook case, or perhaps focus one case specifically on real estate investments. Prior student preparation should include a good understanding of accounting income statements, the difference between net income and cash flow, mortgage amortization, income tax considerations with regard to depreciation and the deductibility of interest payments, present value concepts, and capital budgeting decisions based on net present value (NPV) and internal rate of return (IRR). Familiarity with spreadsheets to set up capital budgeting problems would be very helpful. Ideally, a number of smaller homework problems would have been worked out using spreadsheets before attacking the case.
1.
Understand the standard methods of valuation used in real estate appraisal, and in particular, to understand the assumptions behind each method and their effect on the resulting valuation.
2.
Understand how an Investment Analysis differs from the standard real estate appraisal methods and acquire the skills to extract or estimate additional data required for an Investment Analysis.
3.
Recognize special considerations for a real estate investment in the creation of a cash flow analysis.
4.
Develop the skills to model the cash flows and NPV on a spreadsheet so that sensitivity analysis can easily follow.
The learning objectives above are specific to the case and are dependent on other learning objectives that need to be met either as preparation for doing the case or developed concurrently as the case is analyzed. These include:
1.
Create an income statement from data which supports revenues and expenses.
2.
Create an after-tax cash flow table which captures the effect of depreciation and interest payment deductibility on a year by year basis, as well as the cash flow from the sale of the property net of both capital gains and depreciation recapture taxes. 3.
Combine yearly cash flows into single summary measures such as NPV or IRR.
If the suggested teaching plan below is followed, another learning skill may be added to the list:
1. Successfully negotiate a contract which meets your investment objective.
TEACHING PLAN AND PEDAGOGICAL BENEFITS
One suggested teaching plan is to split the class into sets of matched groups. For each set there is a group that is playing the role of the seller, and another group that is playing the role of the buyer. Each group, both buyer and seller, is encouraged to perform an independent Investment Analysis from the prospective buyer"s point of view.
After they do this, presumably in multiple sessions outside the classroom, the matched groups come together in a "negotiation" session to see if they can agree on a selling price agreeable to both parties. It is during this process that the two groups could essentially check each others assumptions and calculations. The process of negotiating for the best price, in this case, is more about coming to some understanding of the market value of the property rather than focus on negotiation skills.
The pedagogical advantage of the negotiation session is that two groups come together and allow for limited new insight into possible case solutions and critique of prior work. Since each negotiation session only doubles the number of students in each group, and since these sessions include only their peers, it will tend to encourage wider participation. The instructor can be available to each negotiation session as needed.
After the negotiation session, the teaching plan could follow alternative paths based on instructor"s preference and time constraint. One possibility is the nomination of a representative, or representatives, from each set of matched buyer and seller group to make an oral presentation to the rest of the class.
SUGGESTED STUDENT INSTRUCTIONS AND DELIVERABLES
A set of instructions could be stated as follows: Consider the appraisal report of the Mountain View Mobile Home Park as presented in the case. Using the data summarized in the report and augmented by other information found in the case or uncovered by your own research, each group of buyers and sellers should prepare an Investment Analysis as described in Gitman and Joehnk (2007) . Such an Investment Analysis is comprised of:
1.
A Pro-Forma Net Income Statement for 2004 through 200x, depending on your assumptions for the number of years the buyer will hold the investment. Assumptions of gross and net rental revenues and expenses may vary year to year as well as from the income statement in the formal appraisal. 2.
An Amortization Schedule for the appropriate interest rate, loan amount, and term of the mortgage for the property.
3.
A Depreciation Schedule for an assumed depreciation for the non-land portion of the property. 4.
After-Tax Proceeds for selling the property after the assumed holding period. This should include assumed price appreciation of the property, assumed selling expenses and taxes on both capital gains as well as recaptured depreciation. 5.
After-Tax Cash Flow Table, showing cash flows for every year of the assumed holding period, based on a purchase price of the property, a marginal tax rate, and an appropriate discount rate. The capitalization rates used in the assessment can be used as a starting point for the discount rate.
Estimated hours for students to prepare a rough copy of these tables could range from 10 to 20 student hours, including individual as well as group work. The actual number of hours will vary depending on the level of preparation the instructor will provide the class as a whole. One way to significantly reduce the case preparation hours for individual groups is to spend class time discussing the large number of decisions which are required to successfully prepare an Investment Analysis.
The instructor for the case can decide if some of the assumptions for investments analysis should be predetermined and followed by all the groups or if it is more appropriate to have a divergence of assumptions which will lead to a variety of answers. For an introductory undergraduate class where more guidance is required, it may be better for the instructor to provide some characteristics of the buyer, such as his or her income tax bracket, preferred method of financing, and desired holding period for the investment.
For a more advanced class, a variety of outcomes will clearly demonstrate that different assumptions will result in different estimates for market value. Buyer and seller groups could participate in a short meeting prior to the analysis, where buyers reveal some of this information to the sellers. If this approach is followed, the negotiation session may go a bit smoother.
An ideally prepared class should already be familiar with capital budgeting techniques, including specialized concerns regarding real estate, as well as the standard methods of real estate appraisal. Both of the latter skills are summarized in Gitman and Joehnk (2007) . This could be followed by the optional class discussion of the case. A few out-of-class meetings for each group, interspaced with individual work, should produce a rough draft for an Investment Analysis and an appropriate purchase price to support a positive NPV project.
After one or two weeks on the case, it is suggested that the buyer and seller group counterparties meet during classroom time in a centralized location where each set of groups could hold their individual negotiation session, and where the instructor could roam from group to group as needed. Based on instructor preference, each group would then be responsible for a formal report, as well as possible oral presentations before the whole class in a subsequent session. Suggested additional hours for the formal report could range from two to four hours. 
WORK-OUT OF A SAMPLE INVESTMENT ANALYSIS
The following work-out is dependent on the assumptions listed for a number of key steps:
Assumptions Embedded in the Pro-Forma Income Statement ( low loan-to-value (50%) to help lower interest rate (7%) 3.
short amortization (10 years)
Assumptions for Depreciation (Table 3 ):
1. value of land $4,500 per acre 2.
27.5 year straight-line depreciation 
CASE RESEARCH METHODOLOGY
The case has been developed on a "reality" basis. The Mountain View and Vista Mountain Mobile Home Park was owned by a relative of one of the co-authors of this case. After the recent death of the owner, the estate inherited the property and hired a real estate appraisal firm to both value and market the mobile home park. The complete appraisal report was made available to the co-authors, and the actual site of the mobile home park was visited by one of the co-authors, who interviewed an employee of the mobile home park.
All the information in the case is real data that appears in the appraisal report. Other peripheral information was obtained from interviews with the executrix or the employee of the mobile home park. With the exception of slight formatting changes to improve appearance, the exhibits to the case are the unaltered tables in the appraisal report.
The "reality" approach is supported by Parkinson (2008) . The Investment Analysis approach, suggested in the case to augment the appraisal report, is supported by Gitman and Joehnk (2007) .
EPILOGUE
The actual mobile home park was sold for $2,050,000 in 2003 to a group of physicians in the greater Charlotte area. 
